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To  the  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 

This  is  our  financial-compliance  audit  report  on  the  Teachers'  Retirement  System,  a  component  unit  of  the 
state  of  Montana,  for  the  two  fiscal  years  ended  June  30,  2000.  Included  in  this  report  is  one 
recommendation  to  the  Teachers'  Retirement  Board  for  improving  compliance  with  state  law  regarding 
commencement  of  retirement  benefits. 

Our  opinion  on  the  financial  statements  is  also  contained  in  the  Teachers'  Retirement  System  Annual 
Report.  Copies  of  the  annual  report  for  fiscal  year  1999-00  can  be  obtained  from  the  Teachers'  Retirement 
Division  or  from  our  office.  The  annual  report  contains  additional  background,  statistical,  and  actuarial 
information  not  included  in  this  audit  report  which  may  be  of  interest  to  legislators  or  the  public. 

The  written  response  to  audit  recommendations  is  included  at  the  end  of  the  audit  report.  We  thank  the 
Executive  Director  and  his  staff  for  their  assistance  and  cooperation. 
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Appointed  and  Administrative  Officials 


Retirement  Board 


Term 

Expires 

Jima  Severson,  Chair 

Havre 

7/1/01 

Tim  Ryan,  Vice  Chair 

Great  Falls 

7/1/04 

Scott  Dubbs 

Lewistown 

7/1/03 

Emily  Hail  Bogut 

Kalispell 

7/1/02 

Virginia  Egli 

Glendive 

7/1/01 

James  Turcotte 

Helena 

7/1/01 

Administrative  Offlcials 


David  L.  Senn.  Executive  Director 
Tammy  Rau,  Assistant  Executive  Director 
John  Hessler,  Information  Systems  Manager 


For  additional  information  concerning  the  Montana  Teachers" 
Retirement  Division,  contact  Tammy  Rau,  Assistant  Executive 
Director,  at: 

1500  Sixth  Avenue 
PO  Box  200139 
Helena  MT  59620-0139 

e-mail:    trau@  state. mt. us 
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Report  Summary 


Teachers'  Retirement 
System 


This  report  documents  the  results  of  our  financial-comphance  audit  of 
the  Teachers'  Retirement  System  for  the  two  fiscal  years  ended 
June  30,  2000.  The  previous  financial-compliance  audit  report 
contained  no  recommendations. 


This  report  contains  one  recommendation.  The  recommendation 
addresses  compliance  with  state  law  related  to  commencement  of 
retirement  benefits. 

We  issued  an  unqualified  opinion  on  the  financial  statements  of  the 
Montana  Teachers'  Retirement  System.  An  unqualified  opinion 
means  a  reader  can  rely  on  the  information  presented  in  the  financial 
statements.  The  independent  auditor's  report  appears  on  page  A-3  of 
this  report.  The  financial  statements  and  related  note  disclosures  begin 
on  page  A-5. 

Teachers'  Retirement  Division  (division)  personnel  prepare  the 
financial  statements  from  the  Statewide,  Accounting,  Budgeting,  and 
Human  Resources  System  (SABHRS)  with  adjustment.  Adjustments 
are  made  for  errors  in  the  accounting  records  and  to  more  accurately 
present  financial  activity  to  the  readers  of  the  statements.  As  such,  a 
reader  should  not  expect  these  financial  statements  to  agree  in  all 
instances  to  the  state's  primary  accounting  records. 

The  listing  below  serves  as  a  means  of  summarizing  the 
recommendations  contained  in  the  report,  the  division's  response 
thereto,  and  a  reference  to  the  supporting  comments. 


Recommendation  #1 


We  recommend  the  Teachers'  Retirement  Board: 


A.     Establish  procedures  to  ensure  benefits  are  initiated  in 
accordance  with  state  law,  and 


Board  Response: 


Concur.  See  page  B-3. 
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B.     Locate  the  three  inactive  members  over  the  age  of  IOV2 

or  their  beneficiaries  in  order  to  initiate  benefits    Page 

Board  Response:  Concur.  See  page  B-3. 
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Introduction 


General  We  performed  a  financial-compliance  audit  for  the  two  fiscal  years 

ended  June  30,  2000.   The  objectives  of  our  audit  were  to: 

1.  Determine  the  division's  compliance  with  applicable  laws  and 
regulations. 

2.  Recommend  improvements  in  the  division's  management  and 
internal  controls. 

3.  Determine  if  the  financial  statements  prepared  by  division 
personnel  fairly  present  the  financial  position  of  the  Montana 
Teachers'  Retirement  System  as  of  June  30,  2000  and  1999,  and 
the  changes  in  plan  net  assets  for  the  fiscal  years  then  ended,  in 
conformity  with  generally  accepted  accounting  principles. 

We  also  performed  a  financial  audit  for  the  fiscal  year  ended 
June  30,  1999. 

The  financial  statements  are  prepared  from  the  Statewide 
Accounting,  Budgeting,  and  Human  Resources  System  (SABHRS) 
with  adjustment.   Adjustments  are  made  for  errors  in  the  accounting 
records  and  to  more  accurately  present  financial  activity  to  the 
readers  of  the  statements.   As  such,  a  reader  should  not  expect  these 
financial  statements  to  agree  in  all  instances  to  the  state's  primary 
accounting  records. 

This  report  contains  one  recommendation  to  the  Teachers' 
Retirement  Board.   Other  areas  of  concern  deemed  not  to  have  a 
significant  effect  on  the  successful  operations  of  the  Teachers' 
Retirement  System  are  not  specifically  included  in  the  report,  but 
have  been  discussed  with  management.   In  accordance  with  section 
5-13-307,  MCA,  we  analyzed  the  cost  of  implementing  the 
recommendations  contained  in  this  report  and  determined  it  was  not 
significant. 
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Introduction 


Background 


The  Montana  Teachers'  Retirement  System,  estabhshed  by  state  law 
in  1937.  currently  has  more  than  18,423  active  members  and  1,245 
vested  inactive  members.   Approximately  8,640  retirees  or  their 
beneficiaries  were  receiving  retirement,  disability,  or  survivor 
benefits  as  of  July  2000. 


A  six-member  retirement  board  governs  the  retirement  system.   In 
addition  to  providing  oversight  to  division  personnel,  the  board's 
responsibilities  include: 

►  Establishing  rules  and  regulations  necessary  for  the  proper 
administration  and  operation  of  the  retirement  system. 

►  Determining  the  eligibility  of  a  person  who  is  applying  for 
membership  in  the  system. 

►  Granting  retirement,  disability,  and  other  benefits  under  the  pro- 
visions of  Title  19,  chapter  20,  MCA. 

►  Designating  an  acmary  to  provide  consultation  on  the  technical 
actuarial  aspects  of  the  retirement  system. 

Division  personnel  are  responsible  for  the  daily  administration  of  the 
Teachers'  Retirement  System. 

Except  as  noted  below,  all  full-time  members  of  the  teaching 
profession  are  required  by  law  to  be  members  in  the  Teachers' 
Retirement  System.   By  law,  an  eligible  employee  of  the  university 
system,  hired  after  July  1,  1993,  must  become  a  member  of  an 
optional  retirement  plan,  the  Teachers'  Insurance  and  Annuity 
Association  -  College  Retirement  Equities  Fund  (TIAA-CREF), 
unless  the  employee  is  already  a  member  of  the  Teachers' 
Retirement  System  or  the  Public  Employees'  Retirement  System. 
TIAA-CREF  is  administered  by  the  Board  of  Regents  of  Higher 
Education. 

The  1999  Legislature  passed  legislation  directing  the  Teachers' 
Retirement  Board  to  implement  a  Guaranteed  Annual  Benefit 
Adjustment  (GABA)  effective  in  January  2000.   GABA  provides 
retirees  meeting  certain  requirements  with  a  guaranteed  1.5  percent 
increase  in  retirement  benefits  on  an  annual  basis. 
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The  retirement  system  is  funded  with  contributions  from  active 
members,  their  employers,  and  earnings  on  the  system's 
investments.   Active  members  contribute  7.15  percent  of  their 
earned  compensation,  while  employers  contribute  an  amount  equal 
to  7.47  percent  of  the  earned  compensation  of  each  member 
employed.  The  university  system  also  contributes  an  amount  equal 
to  3.42  percent  of  the  salaries  of  TIAA-CREF  participants.   As  of 
July  1,  1999,  and  as  a  result  of  the  implementation  of  GABA,  the 
state  of  Montana  contributes  from  the  General  Fund  0.11  percent  of 
the  compensation  for  each  member  participating  in  the  system.   This 
contribution  will  continue  until  the  amortization  period  of  the 
unfunded  liability  is  10  years  or  less.   The  contributions  are  exempt 
from  income  tax  to  the  employees  until  benefits  are  drawn  against 
those  contributions.   The  Montana  Board  of  Investments  invests  the 
system's  assets. 

The  Teachers'  Retirement  Board  obtains  an  actuarial  valuation  of  the 
retirement  system  biennially,  the  most  recent  of  which  was  as  of 
July  1,  2000.   The  purpose  of  the  valuation  was  to  determine  the 
financial  status  of  the  fund  and  the  unfunded  accrued  liability  based 
upon  present  and  prospective  assets  and  liabilities  of  the  system. 
The  actuary  used  the  entry  age  acnaarial  cost  method  in  the 
valuation,  which  is  an  employee's  estimated  future  benefit  costs 
allocated  equally  over  the  employee's  years  of  service. 

The  results  of  the  July  1 ,  2000,  valuation  indicate  the  system  is 
funded  on  an  actuarially  sound  basis  and  the  unfunded  accrued 
liability  was  $400.8  million  as  of  July  1,  2000.   The  amortization 
period  for  the  current  unfunded  liability  is  15.10  years  at  July  1, 
2000,  as  compared  to  9.20  years  at  July  1,  1998.   The  amortization 
period  measures  the  time  necessary  for  the  employer  and  employee 
contributions  to  fund  current  employees'  future  benefits,  and  pay  off 
the  unfunded  accrued  liability,  holding  all  other  factors  equal.   The 
implementation  of  GABA  affected  unfunded  liability.   The  board 
expected  the  amortization  period  to  be  27  years  as  a  result  of 
GABA.  However,  the  system  experienced  higher  returns  on  assets 
than  expected,  resulting  in  an  actuarial  gain  and  an  amortization 
period  of  15.10  years. 
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Prior  Audit  Recommendations 


Prior  Audit  ^^^  P"^'^  financial-compliance  audit  repon  for  the  two  fiscal  years 

Recommendations  ended  June  30,  1998,  contained  no  recommendations. 
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Findings  and  Recommendations 


Initiation  of  Benefits 
Payments 


Several  statutes  governing  administration  of  the  system  were 
amended  during  the  1999  Legislative  Session  to  ensure  compliance 
with  Internal  Revenue  Service  regulations  applicable  to  tax-exempt 
retirement  plans.   Section  19-20-703,  MCA,  now  directs  the  board 
to  initiate  benefit  payments  for  retirees  by  a  specific  date.   If  a 
member  terminates  service  after  reaching  age  IOV2.  benefits  must 
start  by  April  I  of  the  following  calendar  year.   If  a  member 
terminates  service  prior  to  reaching  age  lOVi,  benefits  must  begin  by 
April  1  following  the  calendar  year  in  which  a  member  turns  age 
70 '/2.     If  a  member  fails  to  apply  for  retirement  benefits  by  the 
applicable  deadline,  the  division  must  begin  distribution  of  benefits. 


During  the  audit,  we  identified  three  inactive  members  over  the  age 
of  70'/2  not  yet  receiving  monthly  benefits.   Of  the  three  inactive 
members,  one  reached  age  70'/2  in  1979,  one  in  1987,  and  one  in 
1999.   Initiation  of  benefits  for  these  three  inactive  members  should 
have  started  by  April  1,  2000.   We  also  identified  one  member 
whose  monthly  benefits  started  four  months  after  the  applicable 
deadline. 

According  to  division  personnel,  benefits  were  not  initiated  for  the 
three  inactive  members  because  their  social  security  numbers  are  not 
on  file.   Social  security  numbers  were  not  used  by  the  division  as  a 
means  of  identification  at  the  time  these  individuals  became  members 
of  the  system.    Division  personnel  indicated  they  are  unable  to  locate 
the  retirees  without  the  social  security  numbers.    Division  personnel 
are  in  the  process  of  implementing  a  new  computer-based  system 
which  processes  and  stores  member  contribution  and  disbursement 
information.  They  indicated  this  system  is  designed  to  automatically 
initiate  benefits  by  the  established  deadline. 

We  encourage  the  board  to  establish  procedures  to  initiate  benefits  in 
accordance  with  state  law.   The  board  has  a  fiduciary  duty  to 
members  to  begin  benefit  payments  in  accordance  with  state  law. 
Continued  non-compliance  with  this  law  could  jeopardize  the 
system's  ability  to  continue  as  a  tax-exempt  retirement  plan.   We 
also  believe  the  board  should  work  to  locate  the  members  referred  to 
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Findings  and  Recommendations 


above  or  their  beneficiaries  in  order  to  initiate  benefits  in  accordance 
with  state  law. 


RecommendarioD  #1 

We  recommend  the  Teachers'  Retirement  Board: 

A.     Establish  procedures  to  ensure  benefits  are  initiated 
in  accordance  with  state  law,  and 


B.     Locate  the  three  inactive  members  over  the  age  of 
70  Vz  or  their  beneficiaries  in  order  to  initiate 
benefits. 
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Scott  A.  Seacat.  Legislative  Auditor  /|f         ^  Deputy  Legislative  Auditors: 

John  W.  Nonhey,  Legal  Counsel  E^S^^S  ^™  Pellegrini.  Performance  Audit 


LEGISLATIVE  AUDIT  DIVISION 

Tori  Hunthausen,  IT  &  Operations  Manager  ^S^^^WJ  ^^'"^^  Gillett,  Financial-Compliance  Audit 


INDEPENDENT  AUDITOR'S  REPORT 

The  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 

We  have  audited  the  accompanying  Statement  of  Plan  Net  Assets  of  the  Teachers'  Retirement  System,  a 
component  unit  of  the  state  of  Montana,  as  of  June  30,  2000  and  1 999,  and  the  related  Statement  of 
Changes  in  Plan  Net  Assets  for  the  fiscal  years  then  ended.  The  information  contained  in  these  financial 
statements  is  the  responsibility  of  the  system's  management.  Our  responsibility  is  to  express  an  opinion  on 
these  financial  statements  based  on  our  audit. 

We  conducted  our  audit  in  accordance  with  generally  accepted  auditing  standards.  Those  standards 
require  that  v^-e  plan  and  perform  the  audit  to  obtain  reasonable  assurance  about  whether  the  financial 
statements  are  free  of  material  misstatement.  An  audit  includes  examining,  on  a  test  basis,  evidence 
supporting  the  amounts  and  disclosures  in  the  financial  statements.  An  audit  also  includes  assessing  the 
accounting  principles  used  and  significant  estimates  made  by  management,  as  well  as  evaluating  the 
overall  financial  statement  presentation.  We  believe  that  our  audit  provides  a  reasonable  basis  for  our 
opinion. 

In  our  opinion,  the  financial  statements  referred  to  above  present  fairly,  in  all  material  respects,  the 
financial  position  of  the  Teachers'  Retirement  System  as  of  June  30,  2000  and  1999,  and  its  changes  in 
plan  net  assets  for  the  fiscal  years  then  ended  in  conformity  with  generally  accepted  accounting  principles. 

The  Schedules  of  Funding  Progress  and  Contributions  from  the  Employer  and  Other  Contributing  Entities 
are  not  a  required  part  of  the  basic  financial  statements  but  are  supplementary  information  required  by  the 
Governmental  Accounting  Standards  Board.  We  have  applied  certain  limited  procedures,  which  consisted 
principally  of  inquiries  of  management  regarding  the  methods  of  measurement  and  presentation  of  the 
supplementary  information.  However,  we  did  not  audit  the  information  and  express  no  opinion  on  it. 


Respectfully  submitted. 


fames  Gillett,  CPA 
Deputy  Legislative  Auditor 
February  13,2001 


Room  160.  State  Capitol  Building,  PO  Box  201705  Helena  MX  59620-1705 
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TEACHERS'  RETIREMENT  SYSTEM 

COMPONENT  UNIT  OF  THE  STATE  OF  MONTANA 

STATEMENT  OF  PLAN  NET  ASSETS 

JUNE  30, 2000  AND  1999 


2000  1999 

ASSETS 

Current  Assets: 
Cash 
Cash  Equivalents-Short  Term 

Investment  Pool  (Note  A) 
Accounts  Receivable 
Interest  Receivable 
Total  Current  Assets 

Investments,  at  fair  value  (Note  A): 
Mortgages 
Investment  Pools 
Other  Investments 
Total  Investments 

Securities  Lending  Collateral  (Note  A) 

Other  Assets: 
Land  and  Buildings 
Less:  Accumulated  Depreciation 
Intangible  Assets,  net  of  amortization  (Note  E) 
Equipment 

Less:  Accumulated  Depreciation 
Total  Other  Assets 
TOTAL  ASSETS 

LIABILITIES 

Accounts  Payable 

Securities  Lending  Liability  (Note  A) 
Compensated  Absences  (Note  A) 
Property  Held  In  Trust 
Installment  Purchase  Payable  (Note  D) 
TOTAL  LIABILITIES 

NET  ASSETS  HELD  IN  TRUST 

FOR  PENSION  BENFITS  (Schedule  of 

Funding  progress  page  A-14)  $2.384,301.133  $2.230.718.001 


$1,916,110 

$3,306,674 

36,688.720 

61,559,792 

12,736,240 

11,779,032 

5.912,427 

7,438,288 

$57,253,497 

$84,083,786 

$108,366,068 

$102,437,199 

2,095.349.225 

1,977,630,593 

122.957.015 

66,557,772 

$2,326,672,308 

$2,146,625,564 

$164,091,655 

$164,691,227 

$193,844 

$193,844 

(113,536) 

(109,772) 

2,665.846 

660,425 

137,249 

137,249 

(89.379) 

(76.257) 

$   2.794.024 

$     805,489 

$2,550,811,484 

$2,396,206,066 

$180,590 

$498,522 

164,091,655 

164,691,227 

68,503 

50,888 

10,809 

20,360 

2,158,794 

227,068 

$166,510,351 

$165,488,065 
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TEACHERS'  RETIREMENT  SYSTEM 

COMPONENT  UNIT  OF  THE  STATE  OF  MONTANA 

STATEMENT  OF  CHANGES  IN  PLAN  NET  ASSETS 

FISCAL  YEARS  ENDED  JUNE  30,  2000  AND  1999 


$47,848,084 

$44,986,852 

45,599.246 

42.641.714 

674.345 

102.540 

$94,121,675 

$87,731,106 

$22,325 

$19,975 

109 

217 

2000  1999 

ADDITIONS 

Contributions: 
Employer 
Plan  Member 
Other 

Total  Contributions 

Rental  Income 

Workers  Comp.  Dividend 

Investments  Income: 
Net  Appreciation/(Depreciation) 

in  Fair  Value  of  Investments  $72,977,469  $147,506,436 

Investment  Earnings  104.117.526  93.901.242 

Total  Investment  Income  $  1 77.094.995  $24 1 .407.678 

Less:  Investment  Expense  2.218.534  1.576.861 

Net  Investment  Income  $174,876,461  $239,830,817 

Security  Lending  Income  (Note  A)  8,807.265  8.600.474 

Less:  Security  Lending  Expense  (Note  A)  8.448.563  8.110.090 

Total  Security  Lending  Income  $        358.702  $        490.384 

Total  Net  Investment  Income  $175.235.163  $240.321.201 

Total  Additions  $269,379,272  $328,072,499 

DEDUCTIONS 

Benefit  Payments  $109,231,029  $100,028,083 

Withdrawals  5.271.306  5.126.013 

Administrative  Expense  (TMote  E)  1.293.805  1.360.660 

Total  Deductions  $115.796.140  $106.514.756 

NET  INCREASE  IN  PLAN  NET  ASSETS  $153,583,132  $221,557,743 

NET  ASSETS  HELD  IN  TRUST 

FOR  PENSION  BENFITS 

BEGINNING  OF  YEAR  2,230,718,001  2,009,159.213 

PRIOR  PERIOD  ADJ.  (Note  A)  0  1.045 

END  OF  YEAR  $2.384.301.133  $2.230.718.001 
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TEACHERS'  RETIREMENT  SYSTEM 

COMPONENT  UNIT  OF  THE  STATE  OF  MONTANA 

NOTES  TO  THE  FINANCIAL  STATEMENTS 

FISCAL  YEARS  ENDED  JUNE  30,  2000  AND  1999 

NOTE  A.  SUMMARY  OF  SIGNIFICANT  ACCOUNTING  POLICIES 

Basis  of  Accounting 

The  Teachers'  Retirement  System  (TRS).  a  discretely  presented  component  unit  Pension 
Trust  Fund  of  the  State  of  Montana  financial  reporting  entity,  maintains  its  accounts  on 
the  full  accrual  basis  of  accounting.  Employee  and  employer  contributions  are 
recognized  as  revenues  in  the  period  in  which  employee  services  are  performed  and 
expenses  are  recorded  when  the  corresponding  liabilities  are  incurred,  regardless  of  when 
payment  is  made. 

Valuation  of  Investments 

Investments  are  reported  at  fair  value.  Short-term  investments  and  state  securities  are 
recorded  at  cost  which  approximates  fair  value.  Mortgages  were  decreased  by 
unamortized  mortgage  discount  of  $24,743  in  fiscal  year  2000  and  $28,087  in  fiscal  year 
1999.  No  investment  in  any  one  organization  represents  5%  or  more  of  the  net  assets 
available  for  pension  benefits.  Investment  units  are  bought/sold  on  the  first  business  day 
of  each  month  upon  the  decision  of  the  Board  of  Investment's  (BOI)  Chief  Investment 
Officer. 

The  six  areas  of  investment  at  June  30.  2000  include:  Montana  Stock  Pool  (MTCP); 
Montana  International  Equity  Pool  (MTIP);  Montana  Short-Term  Investment  Pool 
(STIP);  Retirement  Funds  Bond  Pool  (RFBP);  Montana  Real  Estate  Pool  (MTRP);  and 
Other  Investments. 

1.  MTCP  portfolio  consists  of  common  stock  in  public  corporations  and  convertible 
equity  securities.  Unit  values  were  calculated  weekly  based  upon  the  fair  value  of  equity 
holdings  and  other  assets  until  March  31,  2000.  Effective  April  1,  2000,  unit  values  are 
calculated  daily.  Value  at  June  30.  2000  was  $981  per  unit. 

2.  MTIP  portfolio  includes  equity  investments  in  four  funds  -  BOI  Internal  International. 
Pyrford  International,  Schroder  Investment  Management  NA  and  SG  Pacific  Assets 
Management.  The  four  funds  may  invest  in  securities  of  foreign-based  corporations 
listed  on  legal  and  recognized  foreign  exchanges  as  well  as  domestic  exchanges.  Security 
types  may  include  ordinary  common  shares,  preferred  shares,  convertible  securities, 
American  Depositary  Receipts  (ADR's),  Global  Depositary  Receipts  (GDR's)  and  other 
global  securities,  as  appropriate.  Unit  values  are  calculated  weekly  based  upon  the  fair 
value  of  equity  holdings,  other  assets  and  liabilities.  Value  at  June  30.  2000  was  $125.14 
per  unit. 
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3.  STIP  as  per  Montana  Code  Annotated  (MCA)  section  17-6-201,  202  and  204.  requires 
investments  by  state  agencies  of  available  funds.  Value  at  June  30,  2000  was  $1  per  unit.  STIP 
portfolio  includes  asset-backed,  variable-rate  and  covered  option  securities  to  provide 
diversification  and  a  competitive  rate  of  return. 

Asset-backed  securities  are  debt  securities  collateralized  by  a  pool  of  mortgage  and  non- 
mortgage  assets  pledged  by  the  issuer  and  have  one  or  more  forms  of  credit  enhancement  to  raise 
the  quality  of  the  security. 

Variable  rate  securities  provide  many  advantages  of  short-term  bonds  because  they  are  designed 
to  minimize  the  investor's  interest  rate  risk.  As  with  variable  rate  loans  issued  by  banks,  the 
interest  rate  paid  by  the  issuer  of  these  securities  is  reset  periodically  depending  on  market 
conditions.  The  value  of  these  securities  will  usually  remain  at  or  near  par  because  their  interest 
rates  are  reset  to  maintain  a  current  market  yield. 

Covered  options  are  contracts  granting  the  right,  on  a  given  date,  to  buy  or  sell  bonds,  backed  by 
cash  or  the  underlying  securities,  in  exchange  for  an  agreed-upon  sum  or  premium. 

According  to  the  Governmental  Accounting  Standards  Board  (GASB)  Statement  No.  31, 
Accounting  and  Financial  Reporting  for  Certain  Investments  and  External  Investment  Pools, 
STIP  is  considered  an  external  investment  pool.  An  external  investment  pool  is  defined  as  an 
arrangement  that  pools  the  monies  of  more  than  one  legally  separate  entity  and  invests,  on  the 
participant's  behalf,  in  an  investment  portfolio.  STIP  is  also  classified  as  a  "2a7-like"  pool.  A 
2a7-like  pool  is  an  external  investment  pool  that  is  not  registered  with  the  Securities  and 
E.xchange  Commission  (SEC)  as  an  investment  company,  but  has  a  policy  that  it  will,  and  does, 
operate  in  a  manner  consistent  with  the  SEC's  Rule  2a7  of  the  Investment  Company  Act  of  1940. 
If  certain  conditions  are  met,  2a7-like  pools  are  allowed  to  use  amortized  cost  rather  than  fair 
value  to  report  net  assets  to  compute  unit  values.  The  Board  of  Investments  has  adopted  a  policy 
to  treat  STIP  as  a  2a7-like  pool. 

4.  RFBP  portfolio  includes  corporate  asset-backed,  other  corporate,  U.  S.  government  mortgage- 
backed,  U.  S.  government  and  Yankee  securities.  Unit  values  are  calculated  weekly  based  on 
portfolio  pricing.  Value  at  June  30,  2000  was  $97.51  per  unit.  Realized  portfolio  gains/losses 
are  distributed  at  least  annually.  The  RFBP  portfolio  includes  structured  financial  instruments 
known  as  REMICs  (Real  Estate  Mortgage  Investment  Conduits).  Some  REMICs  are  principal- 
only  strips  (Pos)  and  interest-only  (los).  TRS  has  40%  ownership  in  the  RFBP. 

As  of  June  30,  2000,  the  Rite  Aid  Corporation  presented  a  legal  risk  to  the  RFBP.  The  RFBP 
owns  a  $7,000,000  par,  7.13%  bond  maturing  January  15,  2007.  In  May  2000.  the  RFBP  was 
subordinated  to  a  secured  bank  line  of  credit  on  this  issue  and  the  bond  ratings  were  downgraded 
by  the  Moody's  and  Standard  &  Poor's  bond  ratings  agencies.  Based  on  this  subordination  and 
ratings  downgrade,  BOI  reduced  the  book  value  to  $5,600,000  as  of  June  30.  2000. 
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5.  MTRP  was  created  as  of  July  1.  1998,  by  a  spin-off  of  the  Real  Estate  Investment  Trust 
(REIT)  investments  held  in  the  Montana  Stock  Pool.  REIT  is  a  corporation  that  combines  the 
capital  of  many  investors  to  acquire  or  provide  financing  for  all  forms  of  real  estate.  REIT  real 
estate  investments  may  include  shopping  centers,  office  buildings,  apartment  complexes  and 
hotels. 

MTRP  portfolio  includes  common  or  preferred  stocks  or  securities  convertible  into  common 
stock  or  preferred  stocks.  Unit  values  are  calculated  weekly  based  upon  the  fair  value  of  REIT 
holdings.  Unit  value  as  of  June  30,  2000  was  $469  per  unit. 

6.  Other  Investments  are  purchased  in  accordance  with  the  statutorily  mandated  "Prudent  Expert 
Principle"  and  applicable  investment  restrictions  of  the  participants.  The  portfolio  includes 
securities  classified  as  corporate  asset-backed,  other  corporate,  U.S.  government  mortgage- 
backed,  U.S.  government,  Yankee  bonds,  equity  index,  venture  capital,  leveraged  buyouts,  real 
estate,  mortgages  and  loans.  Corporate  asset-backed  securities  represent  debt  securities 
collateralized  by  a  pool  of  assets.  U.S.  government  mortgage-backed  securities  reflect 
participation  in  a  pool  of  residential  mortgages.  U.S.  government  securities  include  direct 
obligations  of  the  U.S.  Treasury  and  indirect  obligations  of  the  U.S.  government.  Yankee  bonds 
are  U.S.  dollar  denominated  bonds  issued  by  foreign  corporations  and  governments  and  U.S. 
companies  issuing  debt  in  foreign  markets.  Equity  index  investments  are  investments  in  selected 
mutual  funds  whose  equity  portfolios  match  a  broad  based  index  or  composite.  In  May  2000, 
BOI  made  its  initial  equity  index  investment  in  the  S&P  500  Equity  Index  Fund.  Venture  capital 
represents  private  equity  investments  in  early  stage  financing  of  rapidly  growing  companies  with 
an  innovative  product  or  service.  Leveraged  buy-outs  permit  an  investment  group  to  acquire  a 
company  by  leveraging  debt,  as  a  financing  technique,  to  establish  a  significant  ownership 
position  on  behalf  of  the  company's  current  management  team. 

Fair  values  of  investments  for  publicly  traded  securities  are  determined  primarily  by  reference  to 
market  prices  supplied  to  BOI  by  BOI's  custodial  bank.  State  Street  Bank  and  Trust.  The  real 
estate  investments  and  mortgages  are  valued  based  on  a  discounted  cash  flow.  The  commercial 
in-state  coal  tax  loans  and  the  nonparticipating  repurchase  agreements  are  reported  at  amortized 
cost. 

Real  Estate  -  In  January  1996.  BOI.  on  behalf  of  the  Public  Employees'  and  Teachers' 
Retirement  Systems,  purchased  the  100  North  Park  Avenue  building  in  Helena.  Montana  as  a 
real  estate  investment.  Acquired  for  a  cost  of  $4,864,326,  the  building  carries  a  June  30,  2000 
fair  value  of  $5.4 16,000. 

In  August  1997,  BOI  authorized  the  construction  of  an  office  building  at  2401  Colonial  Drive,  as 
a  real  estate  investment  owned  equally  by  the  Public  Employees'  and  Teachers'  Retirement 
Systems.  The  three-story  building,  providing  office  space  for  three  tenants,  was  occupied  in 
November  1999.  As  of  June  30,  2000,  the  building  carries  a  cost  and  fair  value  of  $6,481,741 
and  $7,581,000,  respecfively. 
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Securities  Lending  -  Under  the  provisions  of  state  statutes,  BOI,  via  a  Securities  Lending 
Authorization  Agreement,  authorized  the  custodial  bank.  State  Street  Bank  and  Trust,  to  lend  the 
BOI  securities  to  broker-dealers  and  other  entities  with  a  simultaneous  agreement  to  return  the 
collateral  for  the  same  securities  in  the  future.  During  the  period  the  securities  are  on  loan.  BOI 
receives  a  fee  and  the  custodial  bank  must  initially  receive  collateral  equal  to  102  percent  of  the 
fair  value  of  the  loaned  securities  and  maintain  collateral  equal  to  not  less  than  100  percent  of  the 
fair  value  of  the  loaned  security.  BOI  retains  all  rights  and  risks  of  ownership  during  the  loan 
period. 

During  fiscal  year  2000,  State  Street  loaned,  on  behalf  of  BOI,  certain  securities  held  by  State 
Street,  as  custodian,  and  received  U.S.  dollar  currency  cash,  U.S.  government  securities,  and 
irrevocable  bank  letters  of  credit.  State  Street  does  not  have  the  ability  to  pledge  or  sell  collateral 
securities  unless  the  borrower  defaults. 

BOI  did  not  impose  any  restrictions  during  fiscal  year  2000  on  the  amount  of  the  loans  that  State 
Street  made  on  its  behalf  There  were  no  failures  by  any  borrowers  to  return  loaned  securities  or 
pay  distributions  thereon  during  fiscal  year  2000.  Moreover,  there  were  no  losses  during  fiscal 
year  2000  resulting  from  a  default  of  the  borrowers  of  State  Street. 

During  fiscal  year  2000.  BOI  and  the  borrowers  maintained  the  right  to  terminate  all  securities 
lending  transactions  on  demand.  The  cash  collateral  received  on  each  loan  was  invested, 
together  with  the  cash  collateral  of  other  qualified  plan  lenders,  in  a  collective  investment  pool, 
the  Securities  Lending  Quality  Trust.  The  relationship  between  the  average  maturities  of  the 
investment  pool  and  BOI  loans  was  affected  by  the  maturities  of  the  loans  made  by  other  plan 
entities  that  invested  cash  collateral  in  the  collective  investment  pool,  which  BOI  could  not 
determine.  On  June  30.  2000.  BOI  had  no  credit  risk  exposure  to  borrowers. 

Compensated  Absences 

Compensated  absences  represent  100  percent  of  accrued  vacation  and  25  percent  of  accrued  sick 
leave  for  Teachers*  Retirement  System  personnel  at  June  30.  2000  and  June  30,  1999. 

Accounting  and  Reporting  Changes 

Prior  Period  Adjustments  -  During  fiscal  year  1999,  TRS  received  from  the  Public  Employees" 
Retirement  Board  a  refund  of  70%  of  the  interest  assessment  by  the  Social  Security 
Administration  and  the  STIP  investment  earnings.  The  assessment  was  for  Social  Security 
contributions  for  part-time  employees  for  the  years  1984-1986.  PERB.  the  collecting  agency, 
retained  the  interest  payment  owing  SSA  pending  final  settlement  and  invested  the  interest 
payment  in  STIP. 
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NOTE  B.  DESCRIPTION  OF  PLAN 

The  Teachers"  Retirement  Board  is  the  governing  body  of  a  mandatory  multiple-employer,  cost- 
sharing  defined  benefit  pension  plan,  which  provides  retirement  services  to  all  persons  in 
Montana  employed  as  teachers  or  professional  staff  of  any  public  elementary  or  secondary 
school,  colleges  of  technology  or  unit  of  the  university  system.  The  system  was  established  by 
the  state  of  Montana  in  1937  and  is  governed  by  Title  19.  chapter  20,  of  the  MCA. 

At  June  30,  2000,  the  number  and  type  of  reporting  entities  participating  in  the  system  was  as 
follows: 

Local  School  Districts  388 

Community  Colleges  3 

University  System  Units  6 

Colleges  of  Technology  3 

State  Agencies  7 

Total  407 

At  June  30,  2000,  the  system  membership  consisted  of  the  following: 

Retirees  and  Beneficiaries 

Currently  Receiving  Benefits  8,640 

Terminated  Employees  Entitled  to 

But  Not  Yet  Receiving  Benefits  1 0.457 

Current  Active  Members: 

Vested  11,978 

Nonvested  6,445 

Total  Membership  37,520 

The  pension  plan  provides  retirement  benefits  and  death  and  disability  benefits.  Employees  with 
a  minimum  of  25  years  of  service  or  who  have  reached  age  60  with  5  years  of  service  are  eligible 
to  receive  an  annual  retirement  benefit  equal  to  1 .6667%  times  creditable  service  years  times  the 
average  final  compensation.  Final  compensation  is  the  average  of  the  highest  three  consecutive 
years  of  earned  compensafion.  Benefits  fully  vest  after  5  years  of  creditable  service.  Vested 
employees  may  retire  at  or  after  age  50  and  receive  reduced  retirement  benefits. 

Effective  January  1,  1988.  university  system  employees  eligible  to  participate  in  the  Teachers" 
Retirement  System  could  elect  to  participate  in  an  Optional  Retirement  Plan  established  by  the 
Board  of  Regents.  As  of  July  1.  2000.  a  total  of  3.573  university  system  employees  have  elected 
to  participate  in  the  Optional  Retirement  Plan.  Effective  July  1,  1993.  membership  in  the 
Optional  Retirement  Plan  is  mandatory  for  new  employees  to  the  university  system  unless  they 
are  already  an  active  or  retired  member  of  the  Teachers"  Retirement  System. 
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NOTEC.  CONTRIBUTIONS 

The  TRS  funding  policy  provides  for  monthly  employee  and  employer  contributions  at  rates 
specified  by  state  law.  Plan  members  are  currently  required  to  contribute  7.15%  of  their  earned 
compensation  and  employers  contribute  7.47%  of  earned  compensation.  An  actuary  determines 
the  actuarial  implications  of  the  funding  requirement  in  biennial  actuarial  valuations.  The 
actuarial  method  used  to  determine  the  implications  of  the  statutory  funding  level  is  the  entry  age 
actuarial  cost  method,  with  both  normal  cost  and  amortization  of  the  accrued  liability  determined 
as  a  level  percentage  of  payroll.  The  actuarial  valuation  prepared  as  of  July  1.  2000.  the  most 
recent  valuation  date,  indicates  the  statutory  rate  was  sufficient  to  fund  the  normal  cost  and  to 
amortize  the  unfunded  accrued  liability  under  the  entry  age  actuarial  cost  method  over  15.1 
years.  During  fiscal  year  2000.  legislation  providing  a  Guaranteed  Annual  Benefit  Adjustment 
of  1.5%  payable  each  January  was  implemented  for  all  retirees  who  had  been  receiving  benefits 
for  at  least  36  months.  This  legislation  also  provided  for  a  one-time  ad  hoc  $500  minimum 
benefit  adjustment  for  any  retiree  who  retired  with  at  least  25  or  more  years  of  creditable  service 
and  on  July  1,  1999  was  receiving  less  than  $500  per  month.  The  employee  contribution  rate 
was  also  increased  from  7.044%  to  7.15%)  and  a  State  General  Fund  contribution  of  0.1 1%  was 
created.  The  employer  contribution  rate  remained  unchanged. 

NOTE  D.  INSTALLMENT  PURCHASE  PAYABLE 

During  fiscal  year  1999.  TRS  contracted  for  a  new  data  processing  system.  Seven  annual 
payments  of  $431,944.01  began  May  1,  2000  and  conclude  May  1.  2006;  $225,912.49  begin 
June  13.  2001  and  conclude  June  13.  2007;  and  $130,862.24  begin  July  1.  2001  and  conclude 
July  1.  2007,  for  a  total  debt  of  $5,521,031.18  which  includes  principal  and  interest  of 
$4,500,000.00  and  $  1 ,02 1 ,03 1 . 1 8  respectively.  The  debt  is  recorded  as  services  are  rendered, 
less  annual  payments,  for  a  total  net  accumulated  Installment  Purchase  Payable  of  $2,158,793.93 
asofJune30,  2000. 
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NOTE  E.  ADMINISTRATIVE  EXPENSES 

Administrative  expenses  for  the  years  ended  June  30,  2000  and  1999,  are  outlined  below: 

2000  1999 

Personal  Services: 

Salaries                                                                 $448,308  $366,515 

Other  compensation                                                    2.400  2,450 

Employee  benefits                                                   109.516  93.870 

Total  Personal  Services                                       $560,224  $462,835 

Operating  Expenses: 
Contracted  services 
Supplies  and  materials 
Communications 
Travel 
Rent 

Repair  and  maintenance 
Other  expenses 
Interest  Expense 
Depreciation 
Amortization 
Total  Operating  Expenses 

Total  Administrative  Expense 

*Interest  paid  to  Department  of  Administration  on  a  $6.5  million  interentity  loan  for  the  fiscal 
year  end  1997  retired  payroll.  The  interest  payment  is  an  offset  to  investment  earnings  from  July 
1997  to  July  1998. 


$199,013 

$266,324 

43,785 

34.929 

32,228 

37.801 

27,012 

14.574 

32,184 

25,884 

15,935 

22,276 

8,289 

15,889 

122,257 

*384.386 

16,886 

19,300 

235,992 

76,462 

$733,581 

$897,825 

$1,293,805 

$1,360,660 
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Teachers'  Retirement  System 

Component  Unit  of  the  State  of  Montana 

Required  Supplementary  Information 

Schedule  of  Contributions  from  the  Employer  and  Other  Contributing  Entities 
(All  dollar  amounts  in  thousands) 


Fiscal 

Covered 

Actual  Employer 

Annual  Required 

Percentage 

Year 

Employee 

Actual  Employer 

Contribution  % 

Contribution 

of  ARC 

Ending 

Payroll  (1) 
$486,809 

Contributions  (2) 
$39,073 

(2) 

(ARC)%(3) 

Contributed 

6/30/1995 

7.47% 

7.47% 

100% 

6/30/1996 

501,516 

40,627 

7.47 

7.47 

100 

6/30/1997 

511,934 

41.640 

7.47 

7.47 

100 

6/30/1998 

529.795 

44.476 

7.47 

7.47 

100 

6/30/1999 

543.071 

44.987 

7.47 

7.47 

100 

6/30/2000 

537,507 

48,376 

7.58 

7.58 

100 

(1)  Computed  as  the  dollar  amount  of  the  actual  employer  contribution  made  as  a  percentage  of 
payroll  excluding  termination  pay  and  Optional  Retirement  Plan  (ORP)  contributions 
divided  by  the  contribution  rate  expressed  as  a  percentage  of  payroll. 

(2)  The  actual  and  required  employer  contributions  are  expressed  as  a  percentage  of  payroll. 
Contributions  for  termination  pay  ofSS.l  million  for  Fiscal  Year  ended  June  30,  2000.  are 
included  in  the  actual  employer  contribution,  but  are  not  made  as  a  set  percentage  of 
payroll.  Contributions  made  as  a  percentage  of  the  salaries  of  the  members  in  the  ORP  are 
included.  In  the  Fiscal  Year  ended  June  30,  2000.  S2.5  million  was  contributed  based  on 
ORP  member  salaries.   The  ORP  contribution  rate  varies  from  year  to  year. 

(3)  All  employer  contributions  are  a  percentage  of  actual  payroll.   Thus,  as  long  as  the 
percentage  equals  the  percentage  required  by  the  most  recent  actuarial  valuation,  the  dollar 
amount  of  the  Annual  Required  Contributions  (ARC)  is  equal  to  the  actual  dollar  amount  of 
the  required  employer  contributions. 
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TEACHERS'  RETIREMENT  SYSTEM 

COMPONENT  UNIT  OF  THE  STATE  OF  MONTANA 

NOTES  TO  THE  SUPPLEMENTAL  SCHEDULES 

FISCAL  YEARS  ENDED  JUNE  30,  2000  AND  1999 


Actuarial  Cost  Method 

The  actuarial  valuation  was  prepared  using  the  entry  age  actuarial  cost  method.  Under  this 
method,  the  actuarial  present  value  of  the  projected  benefits  of  each  individual  included  in  the 
valuation  is  allocated  as  a  level  percentage  of  the  individual's  projected  compensation  between 
entry  age  and  assumed  exit.  The  portion  of  this  actuarial  present  value  allocated  to  a  valuation 
year  is  called  the  normal  cost.  The  normal  cost  was  first  calculated  for  each  individual  member. 
The  normal  cost  rate  was  defined  to  equal  the  total  of  the  individual  normal  costs,  divided  by  the 
total  pay  rate  as  of  July  1.  2000. 

The  portion  of  this  actuarial  present  value  not  provided  for  at  a  valuation  date  by  the  sum  of  (a) 
the  actuarial  value  of  the  assets  and  (b)  the  actuarial  present  value  of  future  normal  costs  is  called 
the  unfunded  actuarial  liability.  The  unfunded  actuarial  liability  is  amortized  as  a  level 
percentage  of  the  projected  salaries  of  present  and  future  members  of  the  System. 

Valuation  of  Assets  -  Actuarial  Basis 

Adopted  July  1.  2000.  the  actuarial  asset  valuation  method  spreads  asset  gains  and  losses  over 
five  years.  The  expected  return  is  determined  each  year  based  on  the  beginning  of  year  market 
value  and  actual  cash  flows  during  the  year.  Any  difference  between  the  expected  market  value 
return  and  the  actual  market  value  return  is  recognized  evenly  over  a  period  of  five  years.  The 
gains  and  losses  are  measured  starting  with  the  year  ended  June  30,  1997. 

Investment  Earnings 

The  annual  rate  of  investment  earnings  of  the  assets  of  the  System  is  assumed  to  be  8%, 
compounded  annually. 

Guaranteed  Annual  Benefit  Adjustment  Increases 

On  January  1  of  each  year,  the  retirement  allowance  payable  must  be  increased  by  1.5%  if  the 
retiree's  most  recent  retirement  effective  date  is  at  least  36  months  prior  to  January  1  of  the  year 
in  which  the  adjustment  is  to  be  made. 
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Future  Salaries 

The  rates  of  annual  salary  increases  assumed  for  the  purpose  of  the  valuation  include  a 
5.0%  annual  rate  of  increase  in  the  general  wage  level  of  the  membership  plus  a  variable 
merit  and  longevity  rate  from  0.05%  to  4.04%.  The  merit  and  longevity  increases  for  the 
Montana  University  System  (MUS)  members  did  not  show  a  pattern  of  increasing  or 
decreasing  with  service  at  the  time  of  our  most  recent  study.  Therefore,  the  MUS 
members  have  a  flat  1  %  merit  and  longevity  assumption.  The  general  wage  increase 
assumption  was  adopted  July  1,  1998  and  the  merit  and  longevity  scales  were  adopted 
July  1,2000. 

MUS  members  are  assumed  to  have  a  0.63%  higher  average  final  compensation  to 
account  for  the  larger  than  average  annual  compensation  increases  observed  in  the  years 
immediately  preceding  retirement. 

Amortization  Period 

The  current  employer  contribution  rate  of  7.47%  and  the  State  General  Fund  contribution 
of  0.1 1%  of  members"  salaries,  is  sufficient  to  meet  the  actuarial  cost  of  the  System 
accruing  at  the  valuation  date  and  to  amortize  the  unfunded  actuarial  liability  over  15.1 
years.  The  actuarial  costs  are  calculated  using  the  entry  age  actuarial  cost  method. 
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Board  Response 
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TEACHERS'  RETIREMENT  SYSTEM 


1500  E.  SIXTH  AVENUE 

PO  BOX  200139 

HELENA,  MONTANA  59620-0139 


(406)  444-3134 


MAR  -  5  2001 


JUDY  MARTZ,  GOVERNOR 


STATE  OF  MONTANA 


March  5,  2001 


Scott  A  Seacat 
Legislative  Auditor 
Legislative  Audit  Division 
PO  Box  201705 
Helena  MT  59620-1705 

Dear  Mr.  Seacat: 

The  Teachers'  Retirement  Board  has  submitted  the  following  in  response  to  your  audit  recommendations 
and  findings  contained  in  the  Financial-Compliance  Audit  for  the  two  fiscal  years  ending  June  30,  2000. 

Recommendation  1A,  establish  procedures  to  insure  benefits  are  initiated  in  accordance  with  state  law 
regarding  inactive  vested  members  who  have  reached  age  70  V2. 

The  Teachers'  Retirement  System  has  established  procedures  to  insure  that  benefits  are  initiated  in 
accordance  with  state  law  for  inactive  members  who  reach  70  V2.  As  part  of  the  regular  month  end 
processing  a  report  will  be  ran  to  identify  all  members  who  will  attain  age  70  Vi  so  that  the  member  may 
be  notified,  retirement  estimates  provided  and  benefits  initiated  as  required  by  state  law. 

Recommendation  IB,  locate  three  inactive  members  over  the  age  of  70  V2  or  their  beneficiaries  in  order 
to  initiate  benefits. 

The  three  inactive  members  identified  in  the  audit  report  were  members  of  the  system  prior  to  requiring 
social  security  numbers.  The  Teachers'  Retirement  staff  attempted  to  contact  these  individuals  at  their 
last  known  address  and  also  through  their  former  employer.  The  Teachers'  Retirement  System  will  also 
initiate  a  search  under  our  contract  with  ComServe.  ComServe  can  determine  the  current  location  of  an 
individual  anywhere  in  the  world  using  their  data  base  of  death  information,  credit  history,  name,  address 
and  mailing  files  to  determine  the  current  location.  The  basic  cost  of  investigating  an  individual  is  under 
$50.00  per  person. 

If  you  have  any  questions  or  we  can  be  of  further  assistance,  please  feel  free  to  contact  this  office. 

Sincerely, 


David  L.  Senn 
Executive  Director 

DLS/poc 
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•AN  EQUAL  OPPORTUNITY  EMPLOYER' 


